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SUPPLEMENTAL MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

JACOBS, Judge: This case is before the Court on remand from
the U S. Court of Appeals for the District of Colunbia Crcuit
for further consideration consistent with its opinion in R ggs

Natl. Corp. & Subs. v. Comm ssioner, 295 F.3d 16 (D.C. Gr. 2002)

(Riggs I'V), revg. and remanding T.C. Meno. 2001-12 (Riggs I11).
The sol e issue to be decided on remand is whether, in

conputing petitioner’s foreign tax credits under section 901! for
1984 and 1985, Brazilian incone taxes w thheld by Banco Central
do Brasil (the Central Bank) nust be reduced by the pecuniary
benefit (equal to 40 percent of those withheld Brazilian incone
taxes) that the Central Bank received from 1984 through June 28,

1985. 2

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

W& have previously held that, in conputing a U.S. lender’s
foreign tax credit, Brazilian taxes withheld and paid on behal f
of the | ender nust be reduced by the pecuniary benefit received
by the Brazilian borrower. Ni ssho Iwai Am Corp. v.

Commi ssioner, 89 T.C. 765 (1987); Norwest Corp. v. Conm ssioner,
T.C. Meno. 1992-282, affd. 69 F.3d 1404 (8th G r. 1995); First
Chi cago Corp. v. Conm ssioner, T.C Meno. 1991-44; Continental
I[Il. Corp. v. Conm ssioner, T.C Menp. 1988-318, affd. in part
and revd. in part 998 F.2d 513 (7th Cr. 1993), affd. per curiam
sub nom Ctizens & S. Corp. & Subs. v. Conmm ssioner, 919 F. 2d
1492 (11th Cr. 1990). 1In the cited cases, unlike here, the

wi t hhel d taxes were not paid, and the pecuniary benefit was not
recei ved, by a tax-imrune Brazilian governnental entity such as
the Central Bank.
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FI NDI NGS OF FACT
W incorporate herein the findings of fact set forth in

Riggs Natl. Corp. & Subs. v. Comm ssioner, 107 T.C 301 (1996)

(Riggs I), revd. and remanded 163 F. 3d 1363 (D.C. Gr. 1999)
(Riggs I'l), and Riggs Ill by this reference. W also incorporate
herein the stipulations and exhibits in Riggs | and Riggs Il by
this reference. For ease of understanding, we repeat those facts
set forth in Rggs | and Riggs Il which we deem necessary to
clarify the supplenmental findings set forth herein and the
ensui ng opi nion involving the issue for decision.

In Brazil, the Central Bank performed a nunber of
governnmental functions in conjunction with Banco do Brazil,
i ncludi ng the unified managenent and operation of Brazil’s
nmonet ary and financial system under what was known as the cai xa
uni co system?® From 1965 through 1986, Banco do Brazil had four
primary functions: (1) A commercial bank, (2) a nonetary
authority, (3) managenent control and distribution of currency,
and (4) responsibility for bank clearing. Further, |ike the
Central Bank, Banco do Brazil functioned as: (1) A lender of |ast
resort to public-sector entities, (2) a devel opnent bank
responsi bl e for various subsidized credit prograns of the

Brazilian Governnment, and (3) a fiscal authority that managed the

SUntil the Central Bank was fornmed in 1965, Banco do Brazi
served as the country’s sole nonetary authority.
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Brazilian Governnment’s budget. During the tinme relevant to this
case, Banco do Brazil was owned 51 percent by the Brazilian
Governnment and 49 percent by private sharehol ders.

During the years in issue, Banco do Brazil was the Brazilian
Nati onal Treasury’s agent for paynent of taxes. The Central Bank
coll ected and paid over to Banco do Brazil, for the account of
the National Treasury, w thhol ding taxes, export taxes, taxes on
financial operations, and social security taxes.

On its books, Banco do Brazil nade entries reflecting the
followng: (1) Transfers of Central Bank tax paynents to Banco
do Brazil’'s Banking Reserves Account at the Central Bank, (2)
coll ections of Federal Governnent tax receipts, and (3) deposits
of Federal Governnent revenues payabl e upon denand to the
Nat i onal Treasury.

Brazil inposed restrictions on the receipt and exchange of
foreign currency. Law No. 4,131 (enacted on Septenber 3, 1962,
and anended by Law No. 4,390 on August 29, 1964) established the
basic rules for foreign investnents in Brazil and the remttances
of funds abroad with respect to such investnents. Law No. 4, 131
regul ated and set conditions for | oans nade to a person or entity
residing or domciled in Brazil by a person or entity residing or
domciled abroad. By law, the Central Bank set the official
exchange rates and registered and approved all |oans from foreign

| enders to Brazilian borrowers. Through the registration
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process, the Central Bank set the range of acceptable interest
rates and periodically established the m ni mumrepaynent terns of
| oans. Once the Central Bank approved a |oan, the foreign | ender
remtted the proceeds in foreign currency to the Brazilian
borrower via a commercial bank in Brazil (the exchange bank).

The exchange bank converted the foreign currency into Brazilian
currency by neans of an exchange contract, whereby the borrower
sold the foreign currency to the exchange bank in exchange for
Brazilian currency at the official exchange rate.

The Brazilian borrower received a Certificate of
Regi stration that enabled the borrower to effect paynment of
interest and principal in the foreign currency in which the |oan
was made. Rem ttances abroad required the recordi ng of each
paynment on a Certificate of Registration. The Certificate of
Regi stration had to be presented to the Central Bank for
approval. Before approving the paynent of interest, the Central
Bank woul d verify that the anmount of the interest paynent
corresponded to the anmount indicated on the Certificate of
Regi stration for that loan and that all required tax paynents had
been made.

Brazilian |law i nposed a withholding tax on interest paid to
foreign |l enders and prohibited remttance of an interest paynent
to a foreign |l ender wthout proof of paynment of the w thhol ding

tax. Certain Brazilian comrercial banks were authorized to
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collect the taxes so withheld (collecting banks). A collecting
bank was required to maintain an account for the Brazilian
Revenue Service (BRS). Taxes collected by the collecting bank
were deposited into the account of the BRS. Those anmounts were
then transferred to Banco do Brazil.

Under Brazilian law, the borrower initiated paynent of the
wi t hhol di ng tax by preparing four copies of a Docunento de
Arrecadacao de Receitas Federais (DARF). The borrower submtted
the DARFs, along with the tax paynent, to a collecting bank. The
coll ecting bank retained one copy of the DARF, returned to the
borrower two copies stanped to reflect the interest and tax
paynments, and sent one copy to the BRS along with the taxes it
had col | ect ed.

The borrower paid the interest on the | oans by purchasing
foreign currency at the official exchange rate, by neans of an
exchange contract with the exchange bank handling the paynent to
the Il ender. On each paynent date, the borrower delivered a copy
of the DARF and the Certificate of Registration to the exchange
bank and instructed the bank to pay the interest. The exchange
bank then prepared an exchange contract that enabl ed the borrower
to purchase foreign currency to be paid to the foreign | ender.
The exchange bank recorded the anpbunt of interest and tax on the
Certificate of Registration and then submtted the certificate,

along with the exchange contract and the DARF, to the Centra
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Bank for approval. Upon approval by the Central Bank, the
exchange bank tendered the foreign currency to the foreign | ender
and returned to the Brazilian borrower the Certificate of
Regi stration (stanped to reflect the interest and tax paynent), a
st anped copy of the DARF, and a copy of the exchange contract.

Most often, the collecting bank and the exchange bank were
one and the sane. In that situation, the collection of the
wi t hhol di ng tax and paynent to the foreign | ender were transacted
si mul t aneousl y.

Many of the Brazilian conpanies that needed working capital
were unable to provide foreign |l enders with adequate financi al
informati on or proper guaranties to obtain a loan. As a result,
the Central Bank issued Resolution 63, which permtted certain
Brazilian banks (borrow ng banks) to borrow funds from abroad for
the specific purpose of re-lending (repassing) the correspondi ng
borrowed funds in Brazilian currency to Brazilian conpanies
(repass borrowers). The |oan between the foreign | ender and the
borrowi ng bank (repass |oan) was i ndependent of the | oan between
t he borrowi ng bank and the repass borrower. The foreign |ender
had no legal relationship with the repass borrower and normal ly
did not know the repass borrower’s identity.

Except for the termof the repass |oan, Resolution 63
required all financial conditions between the borrow ng bank and

the repass borrower to be the sane as those between the foreign
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| ender and the Brazilian bank. The charges paid by a repass
borrower to the borrowi ng bank were in the same proportion as the
charges paid by the borrowi ng bank to the foreign lender. |If the
interest rate charged by the foreign I ender to the Brazilian bank
was net of the Brazilian wthholding tax, then the interest rate
payabl e by the repass borrower was net of the Brazilian
wi t hhol di ng t ax.

Begi nning in 1974, borrow ng banks could deposit with the
Central Bank Resol ution 63 funds not used in repass operations.
When such funds were so deposited, the Central Bank paid the
interest on the foreign loan; and if a net |oan* was involved, no
wi t hhol ding tax was paid wwth respect to the Central Bank’s

i nterest paynent.>®

“'n a net loan, the borrower contractually agrees to pay
both the interest on the loan to the | ender and any local (in
this case, Brazilian) tax that the lender incurs as a result of
the interest incone. Under Brazilian |l aw, when the Brazilian
borrower under a net |oan assunes the burden of w thhol ding tax,
the amount of interest remtted is considered net of tax and an
adj ust mrent known as a "gross up" is required for purposes of
conputing the withholding tax. This gross-up adjustnent is
conputed as foll ows:

grossed-up interest = net interest
1 - withholding tax rate

SArt. 19 of the Brazilian Constitution prohibits the
Brazilian Governnment, States, and nmunicipalities fromtaxing the
assets, incone, and operations of public-sector entities,

i ncludi ng autarqui as, like the Central Bank. The Brazilian
Suprene Court held that public-sector entities were not required
to pay wthholding tax with respect to their net |oan interest
remttances abroad, because they assuned the tax burden in such
(continued. . .)
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As a result of the historically high inflation in Brazil and
the periodic currency deval uations, the National Mnetary Counci
i ssued Resolution 432, which authorized borrowers of registered
foreign currency |oans to hedge cruzeiros (intended to be used
for paynents on the | oans) agai nst currency deval uations by
depositing foreign funds at the borrower’s Brazilian bank.
Pursuant to Resolution 432, the borrower would purchase the funds
to be deposited at its Brazilian bank at the official exchange
rate. The foreign funds remained on deposit until such tine as
the borrower was required to nake paynent to the I ender. The
foreign currency deposited at the borrower’s bank was then
transferred to the Central Bank which paid (2 days before the
date the borrower was required to nake paynment to the | ender)
interest on the deposited funds at a rate equal to that payable
by the Brazilian borrower to the foreign lender (as set forth in
the Certificate of Registration). To the extent that interest was
paid to the foreign |l ender with funds deposited in the Central
Bank, the Brazilian borrower had no obligation to wi thhold incone

t axes thereon.

5(...continued)
cases and they were immune fromtaxation under the Brazilian
Constitution. The Brazilian Revenue Service specifically
authorized the Central Bank to waive the w thholding of tax on
remttances abroad nade by the Central Bank and/or ot her
public-sector entities that had assuned the tax burden (i.e.,
i nterest due on net |oans).
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| f the 432 program | oan was a gross |oan, the Central Bank
woul d pay the withholding tax due on the interest payable to the
foreign | ender during the period the funds were deposited in the
Central Bank. |If the 432 program|oan was a net |oan, the
Central Bank woul d pay no withholding tax with respect to the
i nterest payable to the foreign |ender.

Sone foreign | enders sought to have the Central Bank pay
wi t hhol ding tax and issue them DARFs with respect to the Central
Bank’s 432 | oan programnet |oan interest remttances, as this
woul d enabl e these foreign lenders to claimpotential foreign tax
credits.® Their efforts were unsuccessful, however, because the
Central Bank (a tax-imune governnental entity) was not required
to pay the w thhol di ng tax.

Decree-l aw 1, 215, enacted May 4, 1972, gave the Brazilian
M ni ster of Finance discretion to grant a rei nbursenent or
reduction of, or exenption from the w thholding tax on interest.
Decree-law 1, 351, enacted on October 24, 1974, as anended by
Decree-law 1,411, enacted July 31, 1975, authorized the Nati onal
Monetary Council to (1) reduce the incone tax on interest,

conmi ssions, and expenses remtted to persons resident or

8Al t hough, in the case of a net loan, the U S lender had to
pay U.S. income tax with respect to the additional interest
inconme resulting fromthe gross-up, the | ender would receive a
foreign tax credit equal to the additional interest incone that
woul d reduce the lender’s U S. incone tax liability dollar for
dol | ar.
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domciled abroad or (2) grant pecuniary benefits to Brazilian
borrowers receiving loans in foreign currency.

Pursuant to that authority, borrowers taking out foreign
|l oans duly registered with the Central Bank were granted a
pecuni ary benefit equal to 85 percent of the tax paid on the
i nterest, comm ssions, and expenses due on those | oans.

Circular 266, issued by the Central Bank, set forth the
regul ati ons governing the procedure for paynent of the pecuniary
benefit:

(1) A DARF was to be used for the paynent of the incone tax
on interest paid on foreign currency | oans;

(2) on the date of paynent of the tax, the collecting
banki ng receiving the tax paynment would, by neans of a credit to
the borrower’s account, pay to the borrower the equivalent of 85
percent of the incone tax;

(3) in the case of a Resolution 63 repass | oan, on the date
of paynent the borrowi ng bank woul d be obligated to transfer the
total value of the pecuniary benefit to the repass borrowers; and

(4) the collecting bank woul d debit the amount of the
pecuni ary benefit to an account of the collecting bank entitled
“Pecuni ary Benefit -- D.L. 1,411" (the pecuniary benefit
account), and on the sane day as the paynent of the tax to Banco
do Brazil the collecting bank woul d charge the pecuniary benefit

account agai nst Banco do Brazil.
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The amount of the pecuniary benefit varied over the years.
From May 8, 1980, to July 27, 1985, the pecuniary benefit was 40
percent of the withheld tax. On June 28, 1985, it was reduced to
zero.

Brazil began experiencing problens in paying its foreign
debt in 1982. Petitioner was one of hundreds of banks invol ved
in the restructuring of Brazil’s foreign debt. As part of this
restructuring, the Central Bank served as the borrower under
certain restructuring debt loans it entered into with Brazil’s
foreign |l enders. The Brazilian Governnment guaranteed the Central
Bank’s obligations to the foreign | enders under these
restructuring debt loans. Al of these restructuring debt | oans
were net loans (i.e, the Central Bank and the foreign | enders
agreed that all specified paynents of principal and interest to
the foreign | enders, under the |oan contracts, would be nmade net
of any applicable Brazilian taxes).

As relevant herein, the restructuring of Brazil’'s foreign
debt was divided into three phases. The |oans made to the
Central Bank under phase | and phase Il were net |oans that had
repaynment terns of 7 to 9 years. |In phase | and phase I
certain funds lent to the Central Bank were to be re-lent by the
Central Bank to other Brazilian persons and conpanies. The phase

| and phase Il |oans provided that there would be an initial
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period of about 16 or 18 nonths during which funds could be re-
lent to other Brazilian persons and conpanies (the re-Iending
period). Oiginally, the re-lending period was to end on June
30, 1985, but it was extended to March or April 1986.

On or about Decenber 28, 1982, the head of the Central
Bank’s Departnent of Foreign Capital Fiscalization and
Regi stration (FIRCE) submtted a “consulta” or ruling request to
the BRS. FIRCE sought a ruling regarding the Central Bank’s
obligation to pay w thholding taxes on interest paid on the
restructuring loans and its right to the attendant
subsi dy/ pecuni ary benefit. |In reviewing the ruling request, the
BRS formul ated a theory that the Central Bank was required to pay
wi thholding tax on its restructuring debt interest remttances
during the re-lending periods because, until the expiration of
the applicable re-lending period, the | oan funds were not
irrevocably commtted to the Central Bank, and it, therefore, had
to pay wthholding tax on behalf of future, unidentified
“borrowers-to-be” (the borrowers-to-be theory). The BRS
i ncorporated this borrowers-to-be theory into its draft ruling,
which ultimately became the final version of the ruling the BRS
issued to the Central Bank in March 1984.

By letter dated March 14, 1984, the Brazilian Finance
M nister forwarded the ruling by the BRS and his decision on the

ruling to the Central Bank’s president.
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The Finance M nister’s decision stated:

Case No.: Interested Party: CENTRAL BANK OF BRAZI L

DECISION:. | agree fully with the conclusions of the
attached opinion of the * * * [BRS]. In view of item
13 of said opinion, | direct the Central Bank of Brazi

to i nplenent the paynent of incone tax on or before the
| ast business day of the nonth followi ng the nonth in
whi ch the wi thholding is nmade.

Brasilia, March 14, 1984
/ Er nane Gal veas/ ERNANE GALVEAS M ni ster of Fi nance

The BRS ruling, which he enclosed to the Central Bank,
st at ed:

Federal Governnment Service Mnistry of Finance * * *
[ BRS]

OPI NI ON

I nconme tax withheld on interest due to parties resident
or domciled abroad * * * [FIRCE] of the Central Bank
of Brazil requests an opinion about the tax treatnent
of Agreenents * * * under which such governnent agency
(autarquia) is liable for the paynents and rem ttances
pertaining to them in the period of availability of
such funds for relending.

(2) By virtue of the special characteristics of these
transactions, the question arises as to whether there
is an incidence of inconme tax, in view of the

gover nment agency’s (autarquia’ s) assunption of the
burden, and if so whet her,

(a) the DARFs may be issued in the nane of the
agent bank centralizing each project, considering that
the | arge nunber of lenders makes it inpractical to
conpl ete one DARF for each of them

(b) the tax rates established in the treaties
signed by Brazil to avoid double taxation may be
appl i ed;

(c) the pecuniary benefit * * * applies;
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(d) it is possible to establish another period for
the paynent of the tax, as fromthe date of remttance
of the interest to the foreign | enders, because of the
conpl ex cal cul ation of the interest and consequently of
the tax itself;

(e) it is possible, in space 31 of the DARF, to
indicate “Brazilian Financing Plan” as a reference,
gi ven the absence of a Certificate of Registration for
t hese transacti ons;

(f) in the event that the inconme tax is paid |ate:

(f)(1) whether the Bank will neverthel ess be
entitled to the above-nenti oned pecuniary benefit;

(f)(2) whether it would be possible to waive
t he nonetary correction, delinquent interest and
penal ty.

(3) Interest received by individuals or legal entities,
resident or domciled abroad, fromindividuals or
entities resident or domciled in Brazil, or received
froma permanent establishnent |ocated in Brazil, owned
by individuals or legal entities resident or domciled
abroad, is subject to wthholding tax at the rate of
25% as provided for * * * [by law]. The contributor *
* * of this tax is an individual or legal entity,
resident or domciled abroad, which has the |egal

avai lability of the interest. Said tax nust be

wi thheld at the tinme of paynment or credit by the

i nterest paying source bearing in mnd that the
contributor * * * jindividual or legal entity, resident
or domciled abroad--does not file an inconme tax return
in Brazil. Said tax nust be withheld even if the
paying source is a legal entity of public law with tax
immunity, because this is not a tax on the entity of
public law that has immunity but rather on parties
resident or dom cil ed abroad.

(4) It is obvious that, if the party resident or
domciled abroad, the interest creditor, is immune or
exenpt fromthis tax, on account of internationa
treaty or donmestic |legislation, the tax should not be
withheld. 1In the case of the interest paid by the
Central Bank * * * there is an atypical situation. *
* * [The Central Bank] is a federal governnment agency
(autarqui a) responsible, anong other duties, for
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i ssuing currency, acting as depositary of the official
gold and foreign currency reserves, providing for the
pl acenent of donestic and foreign |loans, furthering the
normal function of the exchange market, acting as a
monetary policy instrunent of the governnent and
exercising control over credit in all its fornms.

(5) The financial transactions conducted by * * * [the
Central Bank] are, in general, conducted on behal f of
the Federal Union or in its interest. 1In |oan
transactions, agreed upon with a net interest rate, the
financial burden of the tax is transferred to the
borrower. Wen the borrower assumes the tax burden,
what actually happens is a gross-up of the incone of
the beneficiary I ender. For this reason and in order
to calculate the gross incone obtained, the | aw

determ nes that the basis of calculation of the
tax--the anount of interest--be grossed up. 1In this
way, the borrower pays the inconme tax to the Union on
behal f of the | ender, ensuring the net rate promsed to
the | ender by means of the paynent of a greater anount.

(6) Follow ng the sanme reasoning, * * * it is possible
to deduct, as an expense of a legal entity, the anount
of tax incident on incone tax paid to third parties,
when the legal entity contractually assunes the burden
as it is a supplenental expense and not a w thhol di ng
t ax.

(7) Now, when * * * [the Central Bank] acts on behalf
of the interest of the Federal Union, in cases of
transactions agreed upon with net interest rates, it
could claima reinbursenent for the amount paid in the
formof inconme tax. In reality, * * * [the Centra
Bank] woul d pay the tax to the Federal Union and the
Federal Union could returnit to * * * [the Central
Bank]. Under this scenario, the paynent of tax, as it
woul d be a sinple accounting transaction, could be

wai ved.

(8) It should be noted that, as regards the possibility
menti oned-- | oans of funds which nust be relent to
borrowers in Brazil--said Bank nust, in substitution of
the future not yet identified debtors of the tax, pay
the incone tax on the interest paid during the period
in which the funds remai ned avail abl e for rel endi ng.
The fact is that, since the |oan benefits persons which
have not yet been identified fromwhomthe paynent of
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wi thholding tax is stipulated law, * * * [the Central
Bank] must in practice performthese acts on behal f of
such persons.

(9) Considering, therefore, the peculiarity of the
relationship * * * the Central Bank/Federal Union and
the Central Bank/Final borrowers of the relent funds,
believe that, as regards the funds that nust be
released to those as yet unidentified borrowers in
Brazil, * * * [the Central Bank] nust as a substitute
for such borrowers pay the incone tax incident on the
interest fromJanuary 1, 1984 to the end of the period
of availability for such funds to be relent.

(10) On account of the foregoing, there are the
foll ow ng consequences to the transactions in question:

(a) paynent of withholding tax is due and the
cal cul ati on base shoul d be adjusted * * * [i.e.,
grossed up];

(b) as there are innunerable | enders and incone is
recei ved through an agent bank which will then
distribute it, the DARF may be issued in the nanme of
the agent to sinplify the paynent;

(c) if there is a Convention to avoid double
i ncone taxation signed with countries in which
beneficiaries are domciled, the rates established in
t he conventions shall be applied to that portion of the
i ncone corresponding to each;

(d) once the tax has been nade, the pecuniary
benefit established in * * * Decree-law No. 1351/74 is
applicable, with the wording given by * * * Decree-| aw
No. 1411/ 75;

(e) in conpleting the DARF, the code to be used is
code 0393 and, as no Certificate of Registration is
i ssued in these transactions, “Brazilian Financing
Plan” may be indicated in the appropriate space, as the
reference to the certificate is nerely a contro
requi renent.

(11) As regards the delay in paying the tax not

wi thheld, if the taxable event occurs while the inquiry
i s pending, the tax nust be paid with nonetary
correction and w thout penalties * * *.
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(12) As the termfor paynment of the tax is suspended,

as far as the taxable events occurring while the

inquiry is pending are concerned, as a consequence, the

pecuni ary benefit will be applicable in relation to the

tax paid by the thirtieth day fromthe date of

know edge of the deci sion.

(13) As far as the extension of the tax paynent period

is concerned, this matter falls under the authority of

the Mnister of Finance * * *,

For hi gher consideration.

Brasilia, /Eivany Antonio da Silva/ Assistant Secretary

of * * * [the BRS]

| agree with the above Opi nion, which | approve. For

the consideration of the Mnister of Finance. Brasilia,

/Lui z Romero Patury Accioly/ Acting Secretary of * * *

[t he BRS]

The ruling issued to the Central Bank was a private ruling
that was given limted circulation.’

Beginning in 1984, the Central Bank issued DARFs to the
agent banks of the foreign lenders to whomit transmtted | oan
paynents, reflecting its w thholding tax paynents on
restructuring debt interest remttances during the re-1Iending
periods of the |loans. From 1984 through 1988 the Central Bank
issued a total of 324 DARFs to these agent banks. The Central
Bank did not issue a separate DARF to each foreign | ender
speci fying the wi thhol ding tax that had been paid by the Central
Bank on each foreign | ender’s behalf on the interest remttance.

Rat her, each DARF covered the collective w thholding tax the

"The ruling was not nade available to the public and was not
published in the Brazilian Governnent’s O ficial Gazette.
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Central Bank had paid on behalf of an entire group of foreign
| enders subject to a particular withholding tax rate (i.e., a
12. 5-percent withholding tax rate, a 15-percent w thhol ding tax
rate, or a 25-percent withholding tax rate).

The Central Bank sent to Morgan Bank (which served as the
agent bank of foreign |enders that included petitioner) group
DARFs reporting the aggregate w thholding tax the Central Bank
had paid on behalf of that group of lIenders. The Central Bank
encl osed with the DARFs supporting schedul es setting forth with
respect to each foreign lender: (1) The net interest remtted,
(2) the grossed-up interest; (3) the w thholding tax inposed, (4)
t he 40-percent pecuni ary benefit the Central Bank received, and
(5) the “60-percent bal ance of actual w thholding tax paid’.

Not wi t hst andi ng that on June 28, 1985, the pecuniary benefit had

been reduced to zero, the Central Bank continued to report to the
foreign lenders that it received a pecuniary benefit equal to 40

percent of the w thholding tax inposed on its post-June 28, 1985,
interest remttances to them

The supporting schedules reported that the Central Bank
wi t hhel d and paid Brazilian inconme taxes of $166,415 for 1984 and
$181, 272 for 1985 in connection with debt interest remttances to
petitioner. The supporting schedules reported that the Central

Bank recei ved pecuniary benefits of $66,566 for 1984 and $72, 509
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for 1985 before June 1985 with respect to those interest
remttances.

On its 1980 through 1986 income tax returns, petitioner
generally reported its interest incone and w t hhol di ng tax
paynments with respect to its Brazilian | oans on a cash basis.
Petitioner clained a foreign tax credit and reported grossed-up
interest incone. On its returns covering the period from 1980
t hrough June 28, 1985, petitioner reduced the anount of foreign
tax credit it claimed in connection with its Brazilian | oans by
an anount equal to the pecuniary benefit provided by the
Brazilian Governnment to Brazilian borrowers

In its anended petition, petitioner asserted, anpong ot her
things, that the foreign tax credit for Brazilian taxes w thheld
by the Central Bank otherw se allowable to it for 1980 through
1986 shoul d not be reduced by the pecuniary benefit provided to
Brazilian borrowers.

OPI NI ON

As rel evant here, sections 901(b) and 903 permt a donestic
corporation to receive a tax credit in the amount of any incone
tax, or any tax paid in lieu of a tax on incone, that is paid or
accrued during the taxable year to a foreign country. A foreign
levy is atax if it requires a conpul sory paynent pursuant to the
authority of a foreign country to |evy taxes. Sec.

1.901-2(a)(2)(i), Incone Tax Regs. Credit is not allowed,
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however, for an anount of tax paid by a taxpayer to a foreign
country that is used, directly or indirectly, by the foreign
country to provide a subsidy by any neans to the taxpayer. Sec.
1.901-2(e)(3), Incone Tax Regs.?
The purpose of the foreign tax credit is to protect against

t he doubl e taxation of foreign incone. United States v. Goodyear

Tire & Rubber Co., 493 U. S. 132, 139 (1989); Am_ Chicle Co. v.

United States, 316 U S. 450, 451 (1942). As an exenption from

tax, the credit provisions of section 901 are to be strictly

const rued. Inland Steel Co. v. United States, 230 ¢C¢. d. 314,

677 F.2d 72, 79 (1982); Bank of Am Natl. Trust & Sav.

Association v. United States, 61 T.C 752, 762 (1974), affd.

wi t hout published opinion 538 F.2d 334 (9th Gr. 1976).

In Rggs |, we determned that the Central Bank was not
required, under Brazilian law, to pay withholding tax on its
interest remttances to petitioner and that the w thhol ding tax
paid by the Central Bank was a nonconpul sory paynment, rather than
a tax. Thus, we concluded that petitioner was not “legally

liable” for the Central Bank’s w thhol ding tax paynents and held

8The position set forth in the regul ation regarding
subsi di es has been codified in sec. 901(i), which is effective
for foreign taxes paid or accrued in taxable years begi nni ng
after Dec. 31, 1986. Tax Reform Act of 1986, Pub. L. 99-514,
sec. 1204(a), 100 Stat. 2532; N ssho Iwai Am Corp. V.
Comm ssioner, 89 T.C. at 777 n.17.
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that the w thhol ding tax paynents were not creditable to
petitioner.

On appeal, in Riggs Il, the U S. Court of Appeals for
District of Colunmbia Circuit concluded that petitioner was
legally liable for the w thhol ding tax paynents made by the
Central Bank because the March 1984 ruling constituted an order
by the Finance Mnister, treated as an act of state, that the
Central Bank pay the withholding taxes. R ggs Il, 163 F. 3d at
1365-1369. The Court of Appeals remanded the case to us to
determ ne, anong other things: (1) Wether the Central Bank in
fact paid withhol ding taxes on petitioner’s behalf; and if so,
(2) whether, in determning petitioner’s creditable anount, the
Brazilian w thholding tax paid by the Central Bank nust be
reduced by the anount of any pecuniary benefit that the Central
Bank may have received. 1d. at 1369.

In Riggs Ill, we determned that petitioner had failed to
establish that the w thhol ding taxes were paid by the Central
Bank as required under section 905(b). W questioned the
reliability of the schedul es acconpanyi ng the DARFs and found
i nexplicable the Central Bank’s reporting that it had received a
pecuni ary benefit after June 28, 1985, the date on which the
pecuni ary benefit was elimnated. Consequently, we held that
petitioner was not entitled to any credit for taxes purportedly

wi thhel d by the Central Bank.
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On appeal, in Riggs IV, the Court of Appeals concluded that
the Brazilian taxes were withheld and paid by the Central Bank.
The Court of Appeal s explained that the DARFs issued by the
Central Bank constituted official tax receipts of the Brazilian
Government and were entitled to a presunption of regularity. It
reasoned that respondent had failed to rely on clear and specific
evi dence necessary to rebut this presunption of regularity
attaching to the DARFs. The Court of Appeals remanded the case
to us to decide whether, in determning petitioner’s creditable
anount under section 901, the withheld taxes paid by the Central
Bank shoul d be reduced by any pecuniary benefit received by the
Central Bank. Riggs IV, 295 F. 3d at 22.

We begin the task assigned to us in Riggs |V by review ng
section 1.901-2, Incone Tax Regs., which provides detailed
interpretations of the foreign tax credit provisions. Paragraphs
(a), (b), and (c) of section 1.901-2, Inconme Tax Regs., define an
i ncone tax for purposes of section 901; paragraph (e) “contains
rules for determ ning the anmount of tax paid by a person”; and
paragraph (f) “contains rules for determ ning by whom foreign tax

is paid.” Sec. 1.901-2(a)(1l), Incone Tax Regs.
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As effective for, and applicable to, 1984 and 1985, section
1.901-2(e)(3), Incone Tax Regs.,® provides the follow ng rules
for determning the anount of tax paid by a person
(e) Amount of inconme tax that is creditable.--

* * * * * * *

(3) Subsidies.--(i) CGeneral rule. An amount is
not an anount of inconme tax paid by a taxpayer to a
foreign country to the extent that-

(A) The amount is used, directly or indirectly, by
the country to provide a subsidy by any neans (such as
through a refund or credit) to the taxpayer; and

(B) The subsidy is determned, directly or
indirectly, by reference to the anount of incone tax,
or the base used to conpute the incone tax, inposed by
the country on the taxpayer;

(1i) Indirect subsidies. A foreign country is
considered to provide a subsidy to a taxpayer if the
country provides a subsidy to another person that-—

(A) Owns or controls, directly or indirectly, the
taxpayer or is owed or controlled, directly or
indirectly, by the taxpayer or by the sane persons that
own or control, directly or indirectly, the taxpayer,
or

(B) Engages in a transaction with the taxpayer,
but only if the subsidy received by such other person
is determned, directly or indirectly, by reference to
t he anbunt of inconme tax, or the base used to conpute
the incone tax, inposed by the country on the taxpayer
Wi th respect to such transaction

°For earlier years an identical provision was found in sec.
4.901-2(f)(3)(ii1)(B), Tenporary Incone Tax Regs., 45 Fed. Reg.
75647 (Nov. 17, 1980). Al though anended regul ati ons under sec.
901(i) were issued in 1991, those regulations are not effective
for, or applicable to, petitioner’s 1984 and 1985 taxabl e years.
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(1i1) Exanple. The provisions of this paragraph
(e)(3) may be illustrated by the foll ow ng exanpl e:

Exanple. Country X inposes a 30-percent tax on
interest received by non-resident | enders from
borrowers who are residents of country X, and it is
established that this tax is a tax in lieu of an incone
tax within the neaning of 8 1.903-1(a). Country X
remts to resident borrowers an incentive paynent for
engaging in foreign |oans, which paynent is an anount
equal to 20 percent of the interest paid to non-
resident |enders. Because the incentive paynent is
based on such interest, it is determ ned by reference
to the base used to conpute the tax in lieu of an
incone tax that is inposed on the nonresident | ender.
Under paragraph (e)(3)(ii)(B) of this section, the
i ncentive paynment is considered a subsidy provided
indirectly to the nonresident | ender since it is
provided to a person (the borrower) that engaged in a
busi ness transaction with the |l ender and is based on
the anobunt of tax in lieu of an inconme tax that is
i nposed on the lender with respect to the transaction.
Therefore, two-thirds (20 percent/30 percent) of the
anount withheld by a resident borrower frominterest
paynments to a non-resident lender is not tax in |lieu of
an income tax that is paid by the | ender under
paragraph (e)(3)(i) of this section and 8 1.903-1(a).

The regul ati on deens the taxpayer to have been subsidized if
the country provides a subsidy to a person with whomthe taxpayer
engages in a business transaction, provided the subsidy is
determned directly or indirectly by reference to the anount of
i ncone tax, or to the base used to conpute the incone tax,

i nposed by the country on the taxpayer with respect to the
transaction. The existence of an indirect subsidy does not
depend upon a finding that the U S. taxpayer derived an actual
econom c benefit; it is sufficient that another person who

engages in a transaction with the U S. taxpayer has received a
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subsi dy that was based on the amount of tax paid. Norwest Corp.

v. Comm ssioner, 69 F.3d 1404, 1409-1410 (8th G r. 1995), affg.

T.C. Meno. 1992-282; Continental 111. Corp. v. Conm ssioner, 998

F.2d 513, 519-520 (7th Gr. 1993), affg. in part and revg. in
part on another ground T.C Meno. 1988-318; Riggs |, 107 T.C. at
362. This Court, the U S. Court of Appeals for the Eighth
Crcuit, and the U. S. Court of Appeals for the Seventh Circuit
have held that the regulation is valid and applies to the

Brazilian subsidy at issue here. Norwest Corp. v. Conm SSioner,

supra at 1408-1410; Continental [Il. Corp. v. Conmm ssioner, supra

at 519-520; Nissho Ilwai Am Corp. v. Commi ssioner, 89 T.C. 765,

775-777 (1987). Brazil provides the subsidy to a Brazilian
borrower who engages in a business transaction (the loan) with
the U S. taxpayer lender. The subsidy provided to the Brazilian
borrower is 40 percent of the tax inposed by Brazil on the U. S.

| ender’s Brazilian inconme (the interest paid on the |oan), and

t hus, the subsidy is neasured by that tax.

In Nissho Iwvai Am Corp. v. Conm ssioner, supra at 777, we

st at ed:

paynent of the tax and receipt of the subsidy are in

| ockstep. Commobnsense dictates that paynent of the tax
and recei pt of the subsidy be viewed together in
determ ning the amount of foreign taxes creditable for
pur poses of section 901. |If we accept paynent of the
Brazilian tax as one transaction and receipt of the
subsi dy as another, we would ignore the true unity of
the transaction and el evate form over substance; this
we shall not do.
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In Riggs IV, 295 F. 3d at 22, the Court of Appeals stated:
“As we understand the Brazilian tax system a borrower paid the
entire anmount of interest owed on a foreign debt and then |ater
received a credit equal to the amount of the pecuniary benefit.
Such a system necessitates two separate and i ndependent
transactions.”

Wth due respect, we wish to clarify that the Brazilian
borrower paid the wi thhol ding tax and sinultaneously received the
pecuni ary benefit before paying the interest to the foreign
| ender. The Brazilian borrower paid the interest by purchasing
foreign currency at the official exchange rate by neans of an
exchange contract with the exchange bank handling the paynent of
the interest to the | ender. The borrower could not pay the
interest without a copy of the DARF evidencing the paynent of
w thheld tax. On each paynent date, the borrower delivered a
copy of the DARF and the Certificate of Registration to the
exchange bank. The exchange bank then prepared an exchange
contract that enabled the borrower to purchase foreign currency
to be paid to the foreign | ender. The exchange bank recorded the
anount of interest and tax on the Certificate of Registration and
submtted the certificate, along wth the exchange contract and
DARF, to the Central Bank for approval. Before approving the
paynment of interest, the Central Bank would verify that the

anount of the interest paynent corresponded to the anobunt
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indicated on the Certificate of Registration for that |oan and
verify that any required tax paynents had been made. Upon
approval by the Central Bank, the exchange bank tendered the
foreign currency to the foreign | ender and returned to the
Brazilian borrower the Certificate of Registration (stanped to
reflect the interest and tax paynents), a stanped copy of the
DARF, and a copy of the exchange contract. Thus, the borrower
was required to pay the withholding tax before the interest owed
on a foreign debt could be paid.

At the tinme of paynment of the w thholding tax, the Brazilian
borrower automatically and i mediately received a credit fromthe
tax collecting bank in the anount of the subsidy.

Mechani cal ly, the tax-collecting bank credited the

account of the National Treasury for the entire tax due

and sinul taneously debited (reduced) the account of the

Nati onal Treasury for the amount of the subsidy. The

effect of this accounting procedure was that the

Nati onal Treasury was credited only with the anmount by

whi ch the w thhol ding tax exceeded the subsidy.

Ni ssho Ilwai Am Corp. v. Commi ssioner, supra at 770.

As explained by the U S. Court of Appeals for the Ei ghth

Circuit in Norwest Corp. v. Commi ssioner, supra at 1409-1410:

The regul ati on reasonably views the paynent of the

| ocal tax and the receipt of the pecuniary benefit or
subsidy together in order to determ ne the anount of
foreign taxes creditable for purposes of 26 U S.C. 8§
901. See Nissho, 89 T.C. at 777, (view ng paynent of
tax and receipt of subsidy as “in |ockstep”). This
interpretation is also consistent with the intent of
Congress to reduce international double taxation. * *
* [ The taxpayer] can claima foreign tax credit for the
anount of Brazilian taxes it paid, that is * * * the
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anount of the |local tax reduced by the pecuniary
benefit or subsidy. * * * [The taxpayer] is not

subj ect to doubl e taxation because the pecuniary
benefit or subsidy was not paid to the Brazilian
government. This is because the pecuniary benefit or
subsidy operated as a rebate * * * of the local tax, in
effect reducing the tax rate * * *, See Continental,
998 F.2d at 519.

* * * * * * *

The reduction in the local tax rate constituted an

i ndirect subsidy wthin the plain | anguage of the

regulation: it is provided to the Brazilian borrower

t hat engaged in a business transaction with the

taxpayer and is calculated as a specific percentage of

the tax inposed on the paynent to the taxpayer.

In Rggs |, we held that (1) the w thhol ding taxes that non-
tax-inmune Brazilian borrowers had paid from 1980 t hrough 1986 on
their net loan interest remttances to petitioner were creditable
to petitioner, Riggs I, 107 T.C. at 338-340, and (2) in
determ ning petitioner’s creditable taxes, the w thhol ding taxes
had to be reduced by the pecuniary benefit that the non-tax-

i mmune Brazilian borrowers received, id. at 361-363; see al so

Norwest Corp. v. Conm ssioner, supra at 1407-1410; Continental

I[Il. Corp. v. Conm ssioner, supra at 519-520; Ni ssho |wai Am

Corp. v. Commi ssioner, supra at 775-777. Petitioner did not

appeal the latter hol ding.

The courts have applied the subsidy provisions of section
1.901-2(e)(3), Income Tax Regs., to repass loans. |In such cases,
“when the primary borrower nmade the interest paynent to the

foreign lender, it received the subsidy which it was required to
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pass along to the repass borrowers by Brazilian |aw.” Norwest

Corp. v. Conm ssioner, 69 F.3d at 1410. Those repass |oans “fel

within the letter as well as the spirit of the subsidy

regulation.” Continental Illinois Corp. v. Conm ssioner, 998

F.2d at 520; see al so Norwest Corp. v. Commi ssioner, supra at

1410.

As a threshold matter, petitioner maintains that this Court
should find that the Central Bank did not receive any pecuniary
benefit from 1984 through Septenber 28, 1985. According to
petitioner, in Riggs |, this Court found that the record does not
contain any evidence that the Central Bank received a pecuniary
benefit with respect to the tax that it withheld for interest
remttance to Riggs. Petitioner further argues that: (1) There
has been no new evi dence subm tted that would contradict this
Court’s prior finding, (2) the Court of Appeals did not reach,
and thus did not reverse, this Court’s factual finding that the
pecuni ary benefit had not been paid, (3) the Court of Appeals
made no finding as to whether the pecuniary benefit actually had
been paid to the Central Bank, and (4) if there was no pecuniary
benefit paid to the Central Bank, there can be no subsidy.
Petitioner concludes that, unless this Court decides to reverse
its prior finding, petitioner is entitled to the full amunt of

the foreign tax credit clainmed.
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Petitioner points to Riggs |, 107 T.C. at 335, where we
said: “We are unable to ascertain * * * whether the Central Bank
recei ved the pecuniary benefit based on those w t hhol di ng tax
paynents.” This sentence, however, is taken out of context; it
does not represent a prior factual finding of this Court that the
Central Bank from 1984 through Septenber 28, 1985, received no
pecuni ary benefit. The paragraph in our R ggs | findings
containing this sentence reads:

On the record presented in this case it is

i npossible to determ ne what entries were nmade on the

respecti ve books of the Central Bank and the Nati onal

Treasury to reflect the Central Bank’s paynent of

wi t hhol ding tax on the restructuring debt interest

remttances. W are unable to ascertain what, if any,

entries were made to determne: (1) Whether the

Central Bank was rei nbursed by the National Treasury

for its withholding tax paynents; or (2) whether the

Central Bank received the pecuniary benefit based on

t hose wi thhol ding tax paynents. The Central Bank’s

ruling request raised these two matters, and the March

1984 Brazilian IRS ruling discussed the two

possibilities. [ld.; fn. ref. omtted.]

See also id. at 323 n.13, 361 n.47, 363. A wvirtually identical
par agraph appears in our Riggs Ill findings.

Contrary to petitioner’s argunent, in Riggs | and R ggs ||
we did not expressly find that the Central Bank did not receive a
pecuni ary benefit with respect to those Brazilian taxes it
w t hhel d and paid from 1984 through June 28, 1985. In R ggs |
and Riggs Ill, we did not reach, and did not have to decide, the
i ssue of whether the pecuniary benefit the Central Bank

reportedly received with respect to those Brazilian taxes nust
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reduce petitioner’s foreign tax credits for those Brazilian
taxes. Indeed, in Rggs I, 107 T.C. at 363, we stated: “we need
not reach the issue of whether any pecuniary benefit the Central
Bank received represents an indirect subsidy for purposes of
section 1.901-2(e)(3)(ii), Income Tax Regs.”; we made a simlar
statenent in Riggs I1I.

Petitioner bears the burden of proof. On the basis of the
record herein, we conclude that petitioner has failed to
establish that the Central Bank during 1984 and 1985 did not in
fact receive a pecuniary benefit.

Until June 28, 1985, the pecuniary benefit provided to
Brazilian borrowers with foreign | oans had been equal to 40
percent of the withheld Brazilian tax on their foreign | oan
interest remttances. The March 1984 ruling specifically
provi ded that the pecuniary benefit applied to taxes wi thheld by
t he Central Bank on behal f of the borrowers-to-be, and the
schedul es attached to the DARFs issued by the Central Bank
reported that the Central Bank received a 40-percent pecuniary
benefit wth respect to those Brazilian taxes withheld and paid

by the Central Bank from 1984 through June 28, 1985.1° Since the

'n Riggs Ill, we gave no weight to the schedul es because
they reported that the Central Bank continued to receive a
pecuni ary benefit equal to 40 percent of the w thhol ding tax
i nposed on post-June 28, 1985, interest remttances. In Riggs
IV, 295 F.3d at 20-22, the Court of Appeals opined that, at best,
the schedules reflected clerical errors; at worst, they reflected
(continued. . .)
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DARFs, the official tax receipts, report only the aggregate
anount of tax paid for all lenders, it is the schedul es
acconpanyi ng the DARFs upon which petitioner relies to establish
its portion of the withheld taxes, i.e., the anount of

wi thhol ding tax the Central Bank paid on interest remtted to
petitioner, $166,415 for 1984 and $181, 272 for 1985, for which it
is seeking the foreign tax credit. The schedul es establi shed,
and consequently we find, that the Central Bank received

pecuni ary benefits of $66,566 for 1984 and $72,509 for 1985.

Petitioner alternatively maintains that Anboco Corp. V.

Comm ssi oner, 138 F.3d 1139 (7th Cr. 1998), affg. T.C Meno.

1996- 159, controls and is dispositive of the issue to be herein
resolved. Petitioner contends that the Central Bank is to be
considered part of the Brazilian Governnent. Petitioner asserts
that the transacti on between petitioner and the Central Bank
conplies with section 1.901-2(f)(2)(ii), Exanple (3), |ncone Tax
Regs., and is specifically exenpted fromthe subsidy rules of
section 1.901-2(e)(3), Inconme Tax Regs. Accordingly, petitioner

posits that its 1984 and 1985 foreign tax credits for the

10¢, .. conti nued)
the recei pt of an erroneous pecuniary benefit after June 28,
1985. Since the parties have reached an agreenent as to
petitioner’s foreign tax credit for anmounts withheld after June
28, 1985, we need not decide whether the Central Bank nade a
clerical error or received an erroneous pecuniary benefit for
that period. W have no reason to question the accuracy of the
schedules with respect to the amobunt of the pecuniary benefit
received by the Central Bank on or before June 28, 1984.
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wi t hhol di ng taxes paid by the Central Bank should not be reduced
by the pecuniary benefit received by the Central Bank.

Respondent on the other hand contends that Anbco was wongly
deci ded and should not be followed in this case. Specifically,
respondent argues that in Anrbco this Court and the U S. Court of
Appeal s for the Seventh Circuit m sapplied section 1.901-
2(f)(2)(1i1), Exanple (3), Incone Tax Regs., to exenpt the
transaction involving a corporation owned by the Egyptian
Governnent and the U S. taxpayer fromthe subsidy rul es of
section 1.901-2(e)(3), Incone Tax Regs.

Al ternatively, respondent argues that this case is
di stingui shable from Anbco. Respondent suggests that, consistent
with the borrowers-to-be theory used in the Brazilian Finance
Mnister’s March 1984 ruling, the borrowers-to-be (on whose
behal f the ruling concluded the Central Bank nust act in paying
the wi thhol ding tax), and not the Central Bank, were the
reci pients of the pecuniary benefit the Central Bank received.
And respondent concl udes such borrowers-to-be are private parties
who cannot be considered part of the Brazilian Governnent.

Because we agree that the facts in this case are
di stingui shable fromthose in Anbco, it is not necessary for us
to reconsider the holding in that case.

Petitioner argues that the pecuniary benefit at issue here

was provided by the Brazilian Governnent to its own
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instrunentality, the Central Bank, and, thus, in accordance with
Anpbco and section 1.901-2(f)(2)(ii), Exanple (3), Incone Tax
Regs., the foreign tax credit should not be reduced.

Paragraph (f) of section 1.901-2, Incone Tax Regs.,
“contains rules for determi ning by whomforeign tax is paid.”
Sec. 1.901-2(a)(1l), Inconme Tax Regs. Section 1.901-2(f), Incone
Tax Regs., provides in pertinent part:

(f) Taxpayer--(1) In general. The person by whom
tax is considered paid for purposes of sections 901 and

903 is the person on whom foreign | aw i nposes | ega

liability for such tax, even if another person (e.g., a
wi t hhol di ng agent) remts such tax. * * *

(2) Party undertaking tax obligation as part of
transaction--(i) In general. Tax is considered paid by
t he taxpayer even if another party to a direct or
indirect transaction with the taxpayer agrees, as a
part of the transaction, to assunme the taxpayer’s
foreign tax liability. The rules of the foregoing
sentence apply notw thstandi ng anything to the contrary
in paragraph (e)(3) of this section. See § 1.901-2A
for additional rules regarding dual capacity
t axpayers. [l

(11) Exanples. The provisions of paragraphs
(f)(1) and (f)(2)(i) of this section nmay be illustrated
by the foll ow ng exanpl es:

Exanple (1). Under a | oan agreenment between A a
resident of country X, and B, a United States person, A

1A “dual capacity taxpayer” is a person who is subject to a
|l evy of a foreign state and who also, directly or indirectly,
receives a specific economc benefit fromthe state or an
instrunentality of the state. Sec. 1.901-2(a)(2)(ii)(A), Incone
Tax Regs. Specific econom c benefits are econonm c benefits that
foreign governnents do not make avail able on substantially the
sanme terns to substantially all persons subject to the generally
i nposed incone tax, e.g., a concession to extract governnent-
owned petroleum Sec. 1.901-2(a)(2)(ii)(B), Income Tax Regs.
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agrees to pay B a certain anount of interest net of any
tax that country X may inpose on B with respect to its
interest incone. Country X inposes a 10 percent tax on
the gross amount of interest incone received by

nonresi dents of country X from sources in country X
and it is established that this tax is a tax in lieu of
an inconme tax within the neaning of 8 1.903-1(a).

Under the law of country X this tax is inposed on the
nonresi dent recipient, and any resident of country X

t hat pays such interest to a nonresident is required to
wi t hhol d and pay over to country X 10 percent of the
anmount of such interest, which is applied to offset the
recipient’s liability for the tax. Because | egal
ltability for the tax is inposed on the recipient of
such interest income, Bis the taxpayer with respect to
the country X tax inposed on B's interest incone from
B s loan to A Accordingly, B's interest incone for
federal income tax purposes includes the amunt of
country X tax that is inposed on B with respect to such
interest income and that is paid on B's behalf by A
pursuant to the | oan agreenent, and, under paragraph
(f)(2)(i) of this section, such tax is considered for
pur poses of section 903 to be paid by B.

Exanple (2). The facts are the sanme as in exanple
(1), except that in collecting and receiving the
interest Bis acting as a nom nee for, or agent of, C
who is a United States person. Because C (not B) is
t he beneficial owner of the interest, legal liability
for the tax is inmposed on C, not B (C s nom nee or
agent). Thus, Cis the taxpayer with respect to the
country X tax inposed on Cs interest incone fromC s
loan to A. Accordingly, Cs interest incone for
federal inconme tax purposes includes the amunt of
country X tax that is inposed on Cwith respect to such
interest incone and that is paid on Cs behalf by A
pursuant to the | oan agreenent. Under paragraph
(f)(2)(i) of this section, such tax is considered for
pur poses of section 903 to be paid by C No such tax
is considered paid by B.

Exanple (3). Country X inposes a tax called the
“country X incone tax.” A, a United States person
engaged in construction activities in country X, is
subject to that tax. Country X has contracted with A
for Ato construct a naval base. A is a dual capacity
t axpayer (as defined in paragraph (a)(2)(ii)(A) of this
section) and, in accordance wth paragraphs (a)(1) and
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(c)(1) of 8 1.901-2A, A has established that the
country X incone tax as applied to dual capacity
persons and the country X inconme tax as applied to
persons ot her than dual capacity persons together
constitute a single levy. A has also established that
that levy is an incone tax within the nmeani ng of
paragraph (a)(1) of this section. Pursuant to the
terms of the contract, country X has agreed to assune
any country X tax liability that A may incur with
respect to A's incone fromthat contract. For federal

i ncone tax purposes, A s inconme fromthat contract

i ncludes the anmount of tax liability that is inposed by
country X on Awith respect to its incone fromthe
contract and that is assuned by country X; and for

pur poses of section 901 the anount of such tax
liability assunmed by country X is considered to be paid
by A. By reason of paragraph (f)(2)(i) of this
section, country X is not considered to provide a
subsidy, within the nmeani ng of paragraph (e)(3) of this
section, to A

Section 1.901-2(9g)(2), Inconme Tax Regs., defines the term
“foreign country” as “any foreign state, any possession of the
United States, and any political subdivision of any foreign state
or of any possession of the United States.”

In Anbco Corp. v. Comm ssioner, T.C. Mnpb. 1996-159, an

affiliate of Anbco Corp. (Anmobco Egypt) entered into an
arrangement with the Egyptian General Petrol eum Corp. (EGPC)
Under the agreenent, EGPC assuned and paid tax Anbco owed to the
Egyptian Governnent on its incone. EGPC erroneously clained a
credit against its Egyptian incone taxes for the tax paid on
Anmoco Egypt’s behalf. The expiration of the limtations period
barred the Egyptian Governnment fromrecovering the tax
erroneously clainmed as a credit by EGPC. The Comm ssi oner

asserted that the tax credit clainmed by EGPC was an indirect
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subsidy to Anoco Egypt that reduced the anpbunt of Anpbco Egypt’s
creditable foreign tax paynents.

This Court held, and the U S. Court of Appeals for the
Seventh Circuit agreed, that Anoco Egypt’s foreign tax credit was
not to be reduced by EGPC s tax credit, because the transaction
bet ween Anpbco Egypt and EGPC conplied with the ternms of section
1.901-2(f)(2)(ii), Exanple (3), Incone Tax Regs., and, thus, was
specifically exenpted fromthe subsidy rules of section 1.901-
2(e)(3), Income Tax Regs. In reaching this holding, we concluded
that, for purposes of applying section 1.901-2(f)(2)(ii), Exanple
(3), and (g)(2), Inconme Tax Regs., EGPC was to be consi dered part
of the Egyptian Governnent, notw thstanding that EGPC was a
separate legal entity under Egyptian |aw. 2

The fact that a governnmental instrunentality may be treated
as part of the governnment with respect to certain matters does
not necessarily nean that the instrunentality will be treated as

such in all circunstances. Conpare Lebron v. Natl. RR

Passenger Corp., 513 U S. 374 (1995), where the Suprene Court

hel d that the National Railroad Passenger Corporation, commonly

2n affirmng our decision, the U S. Court of Appeals for
the Seventh Circuit specifically focused on “the twin facts that
EGPC is an instrunmentality of the Egyptian governnent (though not
"the country" itself) and that it was the sole entity that
received the benefit of the (erroneous) tax credit.” Anpco V.
Comm ssi oner, 138 F.3d 1139, 1148 (7th Gr. 1998), affg. T.C
Meno. 1996-159. The Court of Appeals found it “clear that any
benefit to EGPC is a benefit to the governnent of Egypt, and vice
versa”. |d.
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known as Antrak, was part of the Governnment for purposes of the

First Anendment to the U . S. Constitution, with Hubec v. Natl.

R R Passenger Corp., 49 F.3d 1269 (7th Gr. 1995), where the

Court of Appeals held that enpl oyees of Amtrak are not *enpl oyees
of the United States” for purposes of punishing unauthorized

di scl osures of an individual’s inconme tax return under section
7431. GCenerally, an instrunentality nay be treated as part of

t he governnent in circunstances where the instrunentality acts as

an agent on behalf of the sovereign. Transanerica Leasing, lnc.

v. La Republica de Venezuela, 200 F.3d 843, 847 (D.C. Cr. 2000).

In this case, although the Central Bank frequently acts on
behal f of the Brazilian Governnent, the Finance Mnister’s ruling
indicates that, with respect to w thhol ding taxes, there is “an
atypical situation” when interest is paid by the Central Bank
because the Central Bank is:

a federal governnent agency (autarquia) responsible,

anong other duties, for issuing currency, acting as

depositary of the official gold and foreign currency

reserves, providing for the placenent of donestic and
foreign | oans, furthering the normal function of the
exchange market, acting as a nonetary policy instrunent

of the governnment and exercising control over credit in

all its forns.

The ruling recogni zes that, although financial transactions
conducted by the Central Bank generally are conducted on behal f
of the Brazilian Governnent or in its interest, sone transactions
are conducted by the Central Bank on behal f of private

i ndividuals. Furthernore, the ruling makes clear that the
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Central Bank’s obligation to withhold taxes is determ ned by the
person upon whose behalf the Central Bank is conducting the
transaction. Specifically, when the Central Bank acts on behal f
of the interest of the Brazilian Governnent, it could claima
rei nbursenent for the anmount paid. In reality, the Central Bank
woul d pay the tax to the Brazilian Governnment and the Brazilian
Government could return it to the Central Bank. The ruling
concl udes that, under that scenario, the paynent of tax would be
a sinple accounting transaction and could be waived. The ruling
notes, however, that, with respect to |loans of funds that were to
be re-lent, the Central Bank was required to:

in substitution of the future not yet identified

debtors of the tax, pay the incone tax on the interest

paid during the period in which the funds remai ned

avai l able for relending. The fact is that, since the

| oan benefits persons which have not yet been

identified fromwhomthe paynent of withholding tax is

stipulated law, * * * [the Central Bank] nust in
practice performthese acts on behalf of such persons.

(9) Considering, therefore, the peculiarity of the
relationship * * * the Central Bank/Federal Union and
the Central Bank/Final borrowers of the relent funds,
believe that, as regards the funds that nust be
released to those as yet unidentified borrowers in
Brazil, * * * [the Central Bank] nust as a substitute
for such borrowers pay the incone tax incident on the
interest fromJanuary 1, 1984 to the end of the period
of availability for such funds to be relent. [Enphasis
suppl i ed. ]

The Finance Mnister’s ruling nmakes cl ear that when the

Central Bank paid the wthholding taxes, it was not acting on
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behal f of the Brazilian Governnent, but rather it was acting on
behal f of the borrowers-to-be.
As pointed out by the U S. Court of Appeals for the District
of Colunmbia GCrcuit in Riggs Il, 163 F.3d at 1366:

The M nister deened it appropriate to “l ook through”
the Central Bank to those ultimte private
borrowers--so-call ed “borrowers-to-be”-- for purposes
of deciding the proper tax treatnent of the |oans. * *
* The Mnister concluded that the “borrowers-to-be”
aspect of the |oans conpelled an analogy to the garden
variety private borrower situation * * *, [Enphasis
suppl i ed. ]

The Court of Appeals further stated: “The Mnister’s order to the
Central Bank to withhold and pay the inconme tax on the interest
paid to the Bank goes beyond a nere interpretation of law * * *
Such an order has been treated as an act of state.” 1d. at 1367.
Wth respect to the pecuniary benefit, the Finance
Mnister’s ruling holds that once the tax has been paid, the
pecuni ary benefit is applicable in accordance with Brazilian | aw.
Under Brazilian |law, borrowers were granted a pecuniary benefit
equal to a percentage of the w thholding tax paid on the interest
due on net loans. |In the case of repass |oans, where the
borrower is a bank but the funds are re-lent to Brazilian
persons, the borrow ng bank collects the tax fromthe repass
borrowers and is obligated to transfer the total value of the
pecuni ary benefit to those repass borrowers. The Finance
Mnister’s ruling treats the Central Bank as a borrow ng bank in

a repass loan transaction. The Central Bank nust pay the
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wi t hhol di ng tax on behalf of the borrowers-to-be, and we believe
it receives the pecuniary benefit on behalf of the borrowers-to-
be. OQherwise, if the receipt of the pecuniary benefit is
separated fromthe paynent of tax, and the Central Bank is
entitled to receive the pecuniary benefit fromthe Brazilian
Government on behalf of the Brazilian Governnent, the Centra
Bank could return it to the Brazilian Governnent. Thus, under
the rationale of the Finance Mnister’s ruling, the paynent of
t he pecuni ary benefit would be “a sinple accounting transaction”
and “coul d be waived.”

Havi ng concl uded that the Central Bank did not receive the
pecuni ary benefit as an agent of the Brazilian Governnment, but
rat her on behal f of the borrowers-to-be, a finding of a subsidy
woul d not mean that the Brazil was subsidizing itself. Under the
facts of this case, we believe that it is proper to treat the
Central Bank as separate fromthe Brazilian Governnent and
therefore as “another person” for purposes of determning the
exi stence of a subsidy.

Since the Central Bank was acting on behal f of the
borrowers-to-be, rather than the Brazilian Governnent, the
instant case is closer to Exanple (1), than to Exanple (3), of
section 1.901-2(f)(2)(ii), Income Tax Regs. Both the paynent of
the withholding tax and the Central Bank’s recei pt of the subsidy

were inextricably linked to the transaction between petitioner



- 43 -
and the Central Bank. Hence, the provisions of section
1.901-2(e)(3), Income Tax Regs., are applicable to the |oans, and
the subsidies paid to the Central Bank on behalf of the
borrowers-to-be reduce petitioner’s foreign tax credit. To
conclude, we hold that petitioner’s potential foreign tax credits
for 1984 and 1985 for Brazilian taxes withheld by the Central
Bank are to be reduced by the pecuniary benefit the Central Bank
received with respect to those Brazilian taxes; i.e., petitioner
is entitled to a foreign tax credit of $99, 849 ($166, 415 -
$66, 566) for 1984 and $108, 763 ($181,272 - $72,509) for 1985 with
respect to the Brazilian w thhol ding taxes.

To reflect the foregoing and concessions by the parties,

Deci sion will be entered

under Rul e 155.




